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All Values in Millions in Exchange Rate as of 10/31/77 
US$ Unless Otherwise Stated. US$1 Equals Mex 22.66 


KEY ECONOMIC INDICATORS: MEXICO 


1976/75 
Item 1975 1976 % Change 


INCOME, PRODUCTION 


GDP at current prices 

GDP at constant (1960) prices 

Per Capita GDP,at current prices 

Industrial Production Index 
(1970 - 100) 


MONEY, PRICES 


Money Supply (end-yr) 

Interest Rates (commercial 
bank prime) 

National Consumer Price 
Index (1968=100) 

Mexico City Wholesale Price 
Index (1954=100) 


BALANCE OF PAYMENTS 


Current Account Receipts 6,303. 
Exports 2,861. 
U.S.Share (2%) 59. 

Current Account Expenditures 9,998. 
Imports 6,580. 
U.S.Share (%) 62. 

Balance on Current Account -3,692. 

Capital, Errors & Omissions 3,656. 

Change in Reserves 165. 

Bank of Mexico Reserves i/ 1,608. 
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Includes gold, SDRs, IMF gold tranche, foreign exchange and 
Silver. The figure for end-1976 reflects revaluation of gold 
holdings, equivalent to $135.9 million. 

Applies to changes in terms of pesos. 

June. 

End-July, conversion rate $1 = 22.89 pesos. 

August 

6 First half; reserve figure as of end-August. 

(p) Preliminary 

Source: Bank of Mexico. 
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SUMMARY: 


Mexico has made significant progress toward restoring 
economic stability and confidence since President Lopez- 
Portillo took office on December 1, 1976. This progress 
reflects the success of the new administration's economic 
program which is aimed at stabilization in the short-run and 
a resumed high rate of growth over the medium term. The pro- 
gram encompasses monetary and fiscal policies. Through an 
"Alliance for Production" program, wage increases are being 
held to 10% for the most part and private investment is being 
encouraged. The rate of inflation has declined from over 42% 
a month in late 1976, to 1.4% a month for the period May- 
September, 1977. Mexico's balance of payments performance 
in the first half of 1977 was considerably better than in the 
year earlier period. The deficit on current account dropped 
from $1.6 billion in the first half of 1976 to $483 million 
in the first half of 1977. Imports are picking up and the 
current account deficit is likely to be larger in the second 
half than in the first half. The peso has remained quite stable 
since the end of January, depreciating only 2.2% in terms of 
cents per peso from January 31 to October 31. There are indica- 
tions that the decline in industrial production has ended and 
output in this sector is picking up albeit slowly. Economic 
growth in 1977 is not likely to be much changed from the 2.1% 
real growth rate registered in 1976. 


A new development strategy is evolving which will affect 
U.S. business interests that trade with and invest in Mexico 
over the longer term. Only the bare outlines of this new 
strategy are known at this stage, but it appears that it will 
encompass a gradual shift from import controls to tariffs; 
that is, a step toward a more open trading system. Also, 
investment is likely to be directed more toward the capital 
goods industry, the production of basic consumer goods and 
production for export. The new administration has stated that 
it does not plan to alter any of the legislation ruling foreign 
investment, while extending a welcome to new foreign investment 
under existing terms. 


In the shorter-run, the Mexican market is likely to remain 
fairly tight. While imports related to the petroleum sector 
should increase substantially over the next 18 months, the 
overall level of imports in 1978 is unlikely to exceed the 1975 
level:;. The economy will continue to expand at below average 
rates in 1978. Government officials have noted on numerous 
occasions that complete recovery is not to be expected until 
1979. 


For U.S. businessmen seeking to establish themselves in 
the Mexican market, the U.S. Trade Center in Mexico City offers 
an excellent facility, both for getting to know the market 
better and to showcase a firm's products. 





CURRENT SITUATION AND ECONOMIC TRENDS 


Progress Being Made Toward Stabilization Goals 


Considerable progress has been made toward attain- 
ing the goals of the Mexican Government's economic 
program. This program is designed to restore internal 
and external equilibrium to the economy. The short-term 
objectives are to decelerate the rate of domestic price 
increases, to restore balance of payments equilibrium 
and to stimulate domestic savings thereby reducing the 
reliance on external capital. The medium and long-term 
objectives are to increase substantially the real econon- 
ic growth rate and the rate of job creation. In more 
general terms, the Mexican government is attempting to 
stabilize the economy over the short term in order to pro- 
vide a sound base for more rapid economic growth over the 
longer term. A high rate of growth is considered essential 
to generate jobs for the country's growing population. The 
government appears to be having significant success in attain- 
ing its short-term objectives. The average monthly retail 
price increases have dropped from 4.0% in the last four months 
of 1976 and 1.4% for the months of May through September. 
In the first half of 1977, the deficit on the current account 
of the balance of payments was $483 million, compared to 
$1,555 million in the first half of 1976. 


This progress was made possible through monetary, 
fiscal and wage policies. Monetary and fiscal policies 
are closely related in Mexico. Over the past several years 
a major factor in the increase in the money supply has been 
direct central bank financing of the public sector deficit. 
Such financing was not necessary in the first half of 1977. 
This appears to reflect in part a decrease in the size of 
public sector deficit and a relatively small requirement 
for domestic financing. According to Mexican Treasury data, 
the domestic debt of the public sector increased 8.3 billion 
pesos in the first half of the year. This amount was easily 
financed from domestic savings. The public sector's external 
debt increased by $1,348 or the equivalent of roughly 30.5 
billion pesos during this same period to $20,948 million. 


The relatively small demand for credit by the public 
sector was a factor in holding down the increase of the 
seasonally adjusted money supply to an annual rate of about 
9% in the first half of the year. Other factors include 
the restored confidence of Mexicans in their banking system. 
Money that left the banks in 1976 during the crisis appears 
to be returning both to dollar and peso time deposits. 
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Time deposits in pesos declined by about 19 billion pesos 
in 1976. In the first seven months of 1977, they were up 
about 30 billion pesos. The ability of the Bank of Mexico 
to control monetary developments has been a key factor in 
reducing inflationary pressures. 


One development over the past year and a half that has 
caused government officials concern is the so-called "dollar- 
ization" of the Mexican economy. This term describes the 
tendency of Mexicans to hold financial assets in dollars. 
During 1976, peso-denominated liabilities of the private 
banking system declined by 3% whereas dollar-denominated 
liabilities increased by 133%. Mexicans began shifting 
assets from pesos to dollars in anticipation of a devaluation. 
Subsequent to the devaluation, the process continued because 
of the uncertainty existing in Mexico in the last few months 
of the year including ‘uncertainty over the future peso-dollar 
exchange rate. The switch from pesos to dollars has slowed 
down in 1977, but dollar liabilities grew at a faster rate 
than peso liabilities in the first seven months of the year. 
The Mexican government is trying to counter this by making 
peso-denominated assets more attractive. The techniques to 
accomplish this include higher interest rates on bank deposits 
(up to 18.5% for a two-year deposit) and petro-bonds, 3-year 
bonds tied to the world price of oil. These measures are 
reportedly successful as dollar-denominated deposits have 
declined in the past several months. 


Large wage increases, particularly in the last few 
months of 1976 contributed to inflationary pressures. Thus 
far in 1977, wage increases have been held to 10% for the 
most part, thereby abating somewhat inflationary pressures 
from the cost side. 


The Government of Mexico entered into an agreement with 
the International Monetary Fund in October 1976, for the 
purpose of reducing the disequilibria that had developed over 
previous years. While the details of the agreement are not 
public, the government of Mexico has reportedly complied with 
this agreement through the first half of 1977. As of the first 
of October, Mexico had not required the full amount of foreign 
exchange that is available to it under its agreement with the 
IMF. 


Balance of Payments Improves Dramatically. 


Significant progress toward reducing external disequili- 
bria as reflected in the balance of payments has also been 
achieved. The $1,072 million reduction in the deficit on 
current account from the first half of 1976 to the first half 
of 1977, was due to a $1,148.1 million reduction in the mer- 
chandise trade deficit. Exports increased $501 million from 
the first half of 1976 to the first half of 1977, and imports 





declined $656.5 million over the same period. The 

increase in exports reflects in part higher coffee 

prices (coffee exports were up $119 million in value 

terms) and petroleum exports (up $143 million). Other 
commodities showing significant increases include tomatoes, 
strawberries and shrimp. On the import side, there was a 
decline in virtually all categories, with corn, energy 
sources, auto parts, and general machinery showing the 
largest drops. The decline in imports reflects not only 
the impact of the very substantial exchange rate change, 
but also the reduction in industrial output that began in 
July 1976 and continued through the early part of 1977, and 
the parallel reduction in inventories. This is a temporary 
factor. As industrial output recovers and inventories are 
rebuilt, imports will rise. This may have begun in June ag 
there was a significant jump in imports in that month with 
a further increase registered in July. 


The positive balance on services (tourism, frontier 
transactions, value-added by in-bond assembly plants) 
deteriorated $75.5 million from the first half of 1976 to 
the first half of 1977. Whereas the tourism balance improved 
due to reduced expenditures abroad by Mexicans, the balance 
on frontier transactions deteriorated by a roughly equal 
amount $83 million). Interest and dividend payments abroad 


increased $85 million from the first half of 1976 to the 
first half of 1977. Because of the large increase in the 
puL_.c sector external debt in 1976, public sector interest 
payments were up $106 million, whereas private sector pay- 
ments for interest, royalties, dividends, etc., declined 
$21 million. 


Long-term capital inflows amounted to $1012.3 million 
in the first half of 1977. Direct investment inflows were 
$132 million, identifiable long-term public sector borrowing 
was $751 million, etc. Other long-term capital inflows were 
$129 million, net. The residual figure ("Errors and Omissions") 
was negative by $346 million. This figure is often used as a 
proxy for private capital movements, though it should be noted 
that it includes a variety of transactions such as workers 
remittances. It also includes public sector short-term 
borrowing which would appear to have been about $300 million 
net in the first half. There are reports that part of the 
apparent net private capital outflow in the first half of 
the year is the result of private companies reducing their 
foreign currency debt. In any case, external borrowing by 
the public sector was adequate to support a $184 million 
increase in reserves over the first half of the present year. 


Mexico's exchange system has developed significantly 
since the confusion of late 1976. The Bank of Mexico labels 
the exchange system as a "Free Managed Float." By this, 
they mean that there is central bank intervention to smooth 





day-to-day fluctuations, but that basically the exchange 
rate is determined by market forces. From the end of 
January 1977 to mid-October, the peso depreciated 2.2% 
against the dollar. This is much less than had been antic- 
ipated earlier in the year. Day to day fluctuations in the 
rate have been kept well under 1%. 


Industrial Output Begins to Recover. 


The decline in industrial output that began in July 
of 1976 appears to have bottomed out in the first two 
months of 1977, and is slowly recovering. The industrial 
production index in June was 3.3% above the June 1976 level. 
The average index for the first half of 1977 was, however, 
0.6% below that for the first half of 1976. The manufac- 
turing sector accounts for roughly three quarters of the 
industrial production index. Output of manufactures in the 
first half of 1977 was roughly the same as in the first half 
of 1976, and about 3.8% above the level attained in the 
second half of 1976. The recovery appears due more to a 
rebuilding of inventories than an increase in domestic demand. 
The most depressed industry within this sector has been auto- 
mobiles. Output of cars in the first half of 1977 was 2.5% 
below year earlier levels, though 6% above output in the 
last half of 1976. Output of trucks declined 35% from the 
first half of 1976 to the first half of 1977, during which 
output was 10% below the last half of 1976. 


The balance of the industrial sector has registered 
a mixed performance. The construction industry has been 
in the doldrums for several years. While activity in this 
sector has picked up since the beginning of the year, it 
remains slightly below levels attained in the previous two 
years. The energy sectors - both electricity and petroleum - 
have bucked the tide with output remaining above previous 
year levels. Increasing petroleum production is a basic 
objective of the government as this has now become Mexico's 
most important commodity export. The petrochemical industry 
has not fared very well with average output in the first 
half of 1977 almost 10% lower than in the first half of 1976. 
The reasons for this appear to be both reductions in domestic 
demand and decreases in the supply of inputs from PEMEX, the 
GOM-owned petroleum monopoly. Mining, which has been the 
laggard within the industrial sector for the past decade, 
is showing more signs of life. 


Agricultural output declined 8% from 1975 to 1976. 
This reduction reflects climatic conditions (drought in 
some areas, freezes in others), lack of private invest- 
ment due to the uncertainties that have pervaded 
this sector in recent years, and pricing/marketing problems 
for certain commodities. Weather conditions thus far in 





1977 have been about average. Preliminary reports on 
harvests indicate output of cotton, meat and vegetables 
is up, whereas that of milk, feed grains and sugar is 
stagnant. Production of coffee and oil seeds is slightly 
higher than in the same period of 1976. 


Private Investment Lags. 


Investment, which is key to restoring a high level 
of economic growth, is running below year earlier levels 
according to indirect indicators. One of these is the 
level of machinery and equipment imports. In the first 
seven months of 1977, such imports amounted to $999.2 
million compared to $1534.1 million in the first seven 
months of 1976. Another indirect indicator is cement sales 
which are running at year earlier levels. A third, truck 
sales, is running well below year earlier levels. 


The confusion surrounding the events of last Fall was 
bound to have an impact on investment levels. The uncer- 
tainties regarding the future 

caused a considerable volume of capital flight, there- 
by depriving potential investors of funding. Potential domestic 
investors have been reluctant to borrow dollars because of 
concern over the exchange rate. 


One facility that has attracted considerable attention 
from businessmen both in Mexico and abroad and may stimulate 
private investment is the so-called "back-to-back" loans 
channeled through the Bank of Mexico. This facility permits 
both Mexican and foreign businessmen to borrow dollars, then 
deposit them in a Mexican commercial bank which in turn 
deposits them in the Bank of Mexico (the Central Bank) which 
makes a peso credit available at the prevailing exchange rate. 
The transaction can at a future date be reversed at the 
original exchange rate. The purpose of this facility is to 
assure the borrower of a fixed exchange rate for a future 
repurchase of the original dollars. The cost for this effec- 
tive forward cover will be the difference between the interest 
paid on the dollars and that charged on the pesos. Each tran- 
saction has to be approved by a Bank of Mexico committee. The 
peso proceeds are to be used to finance increases in fixed 
assets for the most part. Most U.S. banks doing business in 
Mexico or Mexican banks can provide more information on this 
facility. 


Public sector investment is running slightly above 
previous year levels according to statements by govern- 
ment officials. 





A Slow Recovery Is Forecast. 


The Mexican economy has begun to recover from the 
low points hit at the end of 1976 and the beginning of 
1977, but a return to post-war average growth rates of 
6-7% a year is not anticipated until 1979, at the earliest. 
Economic growth in 1977 is expected to be around 2%. While 
this is the same figure as attained in 1976, it should be 
noted that growth in the second half is expected to be 
considerably higher than in the first half, when it was 
probably about zero on a year to year basis. The anticip- 
ated growth in the second half would reflect an increase 
in the level of private and public investment, rebuilding 
of inventories and a higher level of public sector spending. 


The deficit on the balance of payments current account 
is likely to increase in the second half. This will be due 
in part to lower coffee exports in value terms, but more 
importantly, it would reflect the recovery in domestic econo- 
mic activity and the resultant increase in imports. For the 
year as a whole, the current account deficit should be half 
or less of the $3 billion deficit registered in 1976. Mexico's 
external borrowing efforts have been well received this year 
and should more than cover the current account deficit, there- 
by permitting an increase in the country's international 
reserves which were up $383 million in the first eight 
months of the year. 


The rate of inflation is expected to drop to 1% a 
month or less in the fourth quarter, resulting in a December 


to December consumer price increase of roughly 202%. 


IMPLICATIONS FOR THE U.S. 


U.S. Exports to Mexico Unlikely to Increase Rapidly. 


In 1976, Mexico was the U.S.'s fourth largest export 
market, taking goods amounting to $4,990 million, according 
to U.S. statistics. In the same year, Mexico was our 
seventh largest supplier.Its position as a supplier has 
been affected over the past several years by the increase in 
U.S. oil imports. As a result of its stabilization program 
and the devaluation, U.S. exports to Mexico are likely to be 
lower in 1977 than in 1976, or the peak year of 1975, when 
U.S. exports reached $5,141 million. This figure may not be again 
attained until 1979. Mexican government officials have 
warned that a full recovery cannot be anticipated until late 
1979. While economic growth in 1978 should exceed this year's 
anticipated level of somewhere around 2%, it is likely to be 
well below the post-war average of 6-7%. It is widely believed 
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that efforts to stimulate economic activity prematurely 
will aggravate inflationary pressures and would be 
counter-productive. 


New Development Strategy Evolving 


It should be noted that Mexico is not only going 
through an economic adjustment period; it is also going 
through a transition from one development strategy to 
another. Throughout most of the post-war period, Mexico 
stimulated economic growth through increases in domestic 
demand and promoted industrial development in part by 
encouraging import-substitution projects. The foreign 
trade sector had a low priority. Mexico's strategy 
served it well. In 1975, it enjoyed the world's 16th 
largest Gross National Product while ranking 12th largest 
in terms of population. It was, however, only the 29th 
largest exporter, excluding the oil-exporting countries. 


It became increasingly apparent in the early 1970's 
that the old development strategy was no longer serving 
Mexico's needs as effectively as it had in the earlier 
period. President Lopez-Portillo, in his first State of 
the Union Address, described at some length shortcomings 
in Mexico's past economic policies and noted that the old 
development strategy had "exhausted its last taboo with 
the (peso) devaluation." 


The new development strategy is still in a very 
preliminary stage and its more definite form will probably 
not be apparent for several years. Several lines of direc- 
tion seem to be emerging. One is that Mexico should take 
more advantage of the world trading system. To accomplish 
this, more open trading practices must be adopted. The 
government has announced its intention to gradually replace 
its import licensing system with tariffs and some preliminary 
steps in this direction have been taken. It would be prema- 
ture for U.S. exporters to expect a rapid relaxation of 
import prohibitions. This will come only over time and more 
likely than not, the new tariffs will be initially at a rate that 
will make them as effective as an import licensing system 
in keeping out goods that compete with those produced 
domestically. Nonetheless, U.S. exporters should remain 
alert to opportunities posed by changes in present system. 


Another key point of emphasis by the new administration 
has been the importance of increasing output. This is 
considered essential to meet at least part of the demand for 
jobs by new entrants in the labor force. The new administra- 
tion is tackling this problem through its Alliance for Pro- 
duction (Alianza para la Produccion). The President, in his 
first State of the Union address dwelt at some length on this 
concept, stating, "The Alliance Program calls for the joint, 
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conscientious, responsible and determined collaboration 

of every last one of the Mexican people. It means pool- 

ing the aspirations of the different sectors in order to 
harmonize identical objectives, to fulfill the needs of 

the majority sectors of the population, to eliminate 

luxury goods, to encourage the high income classes to 

invest more and consume less, and to rationalize manufac- 
turing and marketing processes. It is a form of concerted 
action that pursues the country's balanced and equitable 
development." The program is-being implemented through 
agreements between the government and private sector groups 
wherein the government undertakes to pursue certain policies 
and private interests pledge themselves to undertake certain 
investments. The purpose is to increase the level of invest- 
ment and, hence, output. The President has stated on numer- 
ous occasions that the way out of the country's current 
economic difficulties is through an increase in the supply 
of goods and services rather than a reduction in demand. 

To do this, increased investment from both domestic and 
foreign sources is necessary. Whereas public sector invest- 
ment is likely to increase next year in real terms the plans 
of private businessmen are less certain. 


The government is putting particular emphasis on increas- 
ing output in several key sectors including petroleum, elec- 
tricity, and agriculture. A significant part of the increases 
in public sector spending is going into these areas. 


The petroleum sector is likely to be the fastest growing 
for some time. The building of the Cactus-Monterrey natural 
gas pipeline is to begin in 1977 and may move some gas by early 
1979. PEMEX, the GOM-owned oil monopoly, is undertaking other 
projects as well, including not only expanded production of 
crude oil, but also downstream facilities such as refineries 
and ammonia plants. The production of electrical energy will 
also grow at higher than average rates. U.S. suppliers should 
be able to obtain substantial orders from PEMEX and the Federal 
Electricity Commission. Agriculture has been the slowest 
growing sector in the economy over the past decade and the 
government has announced plans to reverse this trend. Mexico 
is also embarking on a major effort to expand its fishing 
fleet in both the Gulf of Mexico and the Pacific in order to 
take advantage of its new 200 mile exclusive economic zone. 

The government hopes to boost production in the area of basic 
consumer goods through its Alliance for Production programs. 
It is also anxious to increase domestic production of capital 
goods. 


No Change in Foreign Investment Laws. 


The role of the foreign investor in Mexico's future 
development remains unclear. The President has reaffirmed 
Mexico's respect for foreign investment to exist and operate 
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in Mexico while at the same time stating that legislation 
governing foreign investment will not be changed. Recent 
regulations by the Foreign Investment Commission have, 
according to some observers, tightened somewhat the ability 
of existing foreign-owned companies to expand their opera- 
tions. There are not enough specific decisions to determine 
whether this is in fact the case. Over the past decade or 
more, Mexico has relied increasingly on fixed-term loans to 
meet its external capital requirements and has reduced 
accordingly its reliance on direct equity investment. 
Previous governments have pursued a policy of encouraging 
"Mexicanization" of foreign investment, i.e., reducing 
foreign ownership to 49% or less of a firm's total equity. 
There does not appear to be a change in this policy. 


The government has moved to establish specific guide- 
lines for the future development of one industry: auto- 
mobiles. In this regard, they appear to be moving away 
rather than toward greater internationalization of produc- 
tion. Rather than permitting production to be established 
through the operation of market forces, they are 
requiring through decrees, increased domestic content. 
Subsequent decrees affecting other industries may be issued 
in the near future, and exporters to Mexico as well as 


foreign investors should be alert to these. 


The U.S. Trade Center exhibitions scheduled for 1978 
include Petroleum Industries Equipment in January, Con- 
struction and Mining Equipment in February, Packaging and 
Food Processing Equipment in April, Materials Handling 
Equipment in May, Equipment and Systems for Municipal 
Services in July and Forest Industries Equipment in August. 
The Trade Center is also available for private exhibitions 
of U.S. Equipment. 


Available by subscription from the Superintendent of Documents, GPO, Washington, D.C. 20402. Annual subscription, $37.50. Foreign mailing, $9.40 
additional. Single copies, 50 cents, available from Publications Sales Branch, Room 1617, U.S. Department of Commerce, Washington, D.C. 20230. 





